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This audit risk alert is intended to provide auditors of financial state­
ments of high-technology enterprises with an overview of recent economic, 
industry, and professional developments that may affect the audits they per­
form. This document has been prepared by the AICPA staff. It has not been 
approved, disapproved, or otherwise acted on by a senior technical commit­
tee of the AICPA.
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High-Technology 
Industry Developments—1994
Industry and Economic Developments
The term high-technology industry commonly refers to companies that 
use scientific theories and applications to develop new products and 
new applications to enhance productivity. Businesses operating in the 
high-technology industry range from small, emerging companies to 
some of the largest multinational corporations.
The 1990s bring new challenges for high-technology enterprises. 
These include the need to streamline the labor force to remain com­
petitive, increase international trade, and continue to react to rapid 
technological changes. In an attempt to strengthen their financial 
position, high-technology enterprises may be reorganizing or restruc­
turing their business operations. In addition, in an effort to cope with 
changes and challenges both in the business and technological 
environments, many high-technology enterprises are forming business 
alliances with the intention of enhancing production and delivery of 
products and services to customers. Such alliances may take the form 
of business combinations, joint ventures, or other relationships with 
accounting and financial reporting ramifications that require a thorough 
understanding and careful evaluation by auditors.
The business environment of high-technology enterprises is highly 
competitive and often characterized by efforts to improve price per­
formance ratios through research and development (R&D) and by 
markets that continually demand new products. Markets for high- 
technology products are usually characterized by fast growth and the 
necessity for heavy investment in new products that will not come to 
fruition for many years, if ever.
Most high-technology enterprises are involved in R&D programs to 
keep pace with the rapidly changing technological environment. Audi­
tors should consider the risks inherent in R&D as they assess overall 
audit risk. Guidance on accounting for R&D costs is provided by Finan­
cial Accounting Standards Board (FASB) Statement of Financial 
Accounting Standards No. 2, Accounting for Research and Development 
Costs (FASB, Current Text, vol. 1, sec. R50).
FASB Statement No. 2 requires that R&D costs be charged to expense 
as incurred. Examples of activities that typically would be included in 
R&D are outlined in FASB Statement No. 2, paragraph 9. In addition,
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FASB Statement No. 2, paragraph 10, cites examples of activities that 
typically would be excluded from R&D and typically would be 
deferred. Auditors of high-technology enterprises should be familiar 
with the requirements of FASB Statement No. 2 and should review any 
costs that are deferred with the proper degree of professional skepticism.
Products introduced by high-technology enterprises tend to become 
obsolete rapidly, and domestic and foreign competition is intense. 
Product variations often become available, but companies do not 
consistently remove products from the market at the same rate as they 
introduce newer products. In fact, high-technology enterprises are 
introducing products to the marketplace with ever-increasing speed. 
As a result, concerns about economic obsolescence and asset impair­
ment also continue to be contentious auditing and financial reporting 
issues for high-technology enterprises. Auditors should be aware that 
the recoverability of asset values is a significant area of audit risk. The 
subjectivity of determining asset valuation allowances, combined with 
continued economic uncertainty, reinforces the need for careful plan­
ning and execution of audit procedures in this area.
Government policy can have a great impact on high-technology 
enterprises, particularly in the way government funds technological 
research. Currently, reforms are being proposed—among them a steep 
cut in the capital gains tax, the granting of R&D and investment tax 
credits, and a redirection of government support for R&D—which 
could improve the climate for long-term investment and encourage 
managers of high-technology enterprises to act more aggressively. 
Management of high-technology enterprises should be alert to 
changes in government policies that may expose these enterprises to 
higher levels of risk that in turn may increase audit risk.
For example, President Clinton's economic package reflects, in part, 
a very broad piece of legislation that will affect the high-technology 
industry on various fronts. For example, these companies would be 
significantly affected by the Administration's proposal to change how 
royalty income from abroad is taxed. At present, companies can deduct 
royalty payments (to U.S. units from overseas subsidiaries) from the 
income they report to foreign tax authorities. That has reduced the tax 
that companies pay abroad and, for subsidiaries in high-tax nations, 
this allows them to use foreign tax credits on their U.S. tax returns. 
U.S.-based companies now stand to lose this tax break, at an estimated 
cost of $1.8 billion through 1998—enough to affect the plans of many 
high-technology enterprises.
To avoid the higher tax, high-technology enterprises are likely to do 
either of two things: They may be tempted to move R&D overseas 
so that royalty income stays there; or they may achieve similar objec­
tives by licensing patents to minority-owned subsidiaries, or even
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unaffiliated companies, so that less money comes home to be taxed. As 
their clients increase their presence overseas, auditors need to consider 
the risks associated with doing business abroad, including currency 
and political risks and implications for audit risk.
The prospective technological advancements by both U.S. and foreign 
high-technology enterprises will continue to foster change within the 
industry. Management of high-technology enterprises must strive to 
invest in technologies with the greatest potential to provide entry into 
new markets, and avoid technologies that have limited applications 
and are therefore dead ends for future major development. Auditors 
should be alert to the audit risk implications of practices that place 
companies operating in the high-technology industry at a high level of 
risk of loss.
Audit Issues
Revenue Recognition
Product Sales. The products offered by high-technology enterprises 
are, by their nature, innovative and their performance frequently is 
unproven. Similarly, customer expectations may be uneven. As a 
result, sales agreements entered into by such enterprises often include 
provisions for customer approval or for rather prolonged periods over 
which customers may cancel the agreement or return the product for 
various reasons. If such circumstances exist, auditors should carefully 
evaluate the entity's revenue recognition policies and procedures. 
Auditors should also obtain an understanding of the contractual 
relationships with customers and should pay close attention particu­
larly to nonstandard clauses that may alter the economic substance of 
otherwise standard transactions. FASB Statement No. 48, Revenue 
Recognition When Right of Return Exists (FASB, Current Text, vol. 1, sec. 
R75), provides accounting guidance that is helpful in evaluating a 
high-technology enterprise's revenue recognition policies. Several 
Securities and Exchange Commission (SEC) Accounting and Auditing 
Enforcement Releases (AAERs) have addressed revenue recognition 
by high-technology enterprises. The problem areas noted include—
• Sales recorded before customer acceptance of a product—that is, 
sales recorded before the risks and rewards of ownership passed to 
the buyer.
• Bill and hold or ship in place sales. Revenue associated with such 
agreements qualifies for recognition only in unique and controlled 
circumstances.
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• Recorded sales in which the seller has continuing involvement or 
which are subject to a significant future contingency.
Product Maintenance and Customer Support Contracts. Companies in the 
computer industry often sell products that include a combination of 
product maintenance and customer support contracts, or separately 
sell maintenance and customer support contracts or consulting services. 
SEC rules require that publicly held companies disclose revenue from 
such activities, if significant, on the face of the income statement. 
Specifically, rule 5-03(b)(l) and (2) of Regulation S-X requires separate 
reporting of tangible product sales, operating revenues, income from 
rentals, revenues from services, and other revenues, if that category 
exceeds 10 percent of total revenues. The rule also requires separate 
reporting of costs and expenses for each line item reported for sales 
and revenues.
Auditors of the financial statements of publicly held high-technology 
enterprises should be familiar with the SEC's rule 5-03(b)(l) and (2) of 
Regulation S-X and consider the adequacy of the required disclosures.
Computer Software Sales. Many high-technology enterprises sell soft­
ware by means of a license for its use in perpetuity or for a fixed 
term. The earning process in such licensing transactions may vary 
substantially because software may be standard or customized, or 
may necessitate significant installation support. In addition, customer 
acceptance may be uncertain, and the selling agreements may provide 
for extended payment terms, trial periods, or liberal termination features.
AICPA Statement of Position (SOP) 91-1, Software Revenue Recognition, 
provides guidance on revenue recognition for computer software, as 
well as a wide range of current accounting practices among companies 
that sell software, including recognition based on contract signing, 
delivery, percentage of completion, completed contract, and lease- 
type accounting methods.
Applying the provisions of SOP 91-1 requires considerable judg­
ment, and revenue recognition aspects have been the focus of the SEC 
staffs attention in recent years. Auditors should evaluate customer 
contracts carefully and be alert for contracts that include nonstandard 
terms. Auditors should assess any nonstandard terms and consider 
the effect of such terms on the accounting for the revenue associated 
with that transaction. In addition, auditors should be particularly 
sensitive to the accounting implication of software transactions with 
cancellation privileges, vendor duplication of software, exchange 
rights, and deferred payment terms, all of which are discussed in detail 
in SOP 91-1.
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Licensing Arrangements. Transferring product rights by licensing or 
royalty arrangements is common among high-technology enterprises. 
Auditors should determine the existence of any such arrangements, 
understand the products and related services being sold, and consider 
whether all products or processes involving licensing or royalty pay­
ments are being properly identified and controlled.
Effect of Revenue Recognition on Other Audit Areas. Auditors should con­
sider whether uncertainties associated with revenue recognition have 
implications for other audit areas as well. For example, the collectibility 
of receivables may be affected by customers' perceptions of product 
performance and by support and maintenance expectations.
Allocation of Purchase Price in "Purchase" Business Combinations
When a business combination involving a high-technology enterprise 
is accounted for using purchase accounting, a portion of the purchase 
price may be allocated to R&D in process. Generally accepted account­
ing principles (GAAP) require that a portion of the purchase price be 
immediately written off for R&D that did not have an alternative future 
use. In recent years, a number of high-technology enterprises, specifi­
cally software companies, have reported business combinations in 
which a substantial portion of the purchase price was allocated to soft­
ware that was to be used in R&D projects. The amounts allocated to 
software were immediately expensed in accordance with FASB 
Interpretation No. 4, Applicability of FASB Statement No. 2 to Business 
Combinations Accounted for by the Purchase Method (FASB, Current Text, 
vol. 1, sec. B50).
Auditors of high-technology enterprises involved in business com­
binations should evaluate carefully the reasonableness of purchase 
price allocations to the assets acquired and should consider whether 
there is adequate supporting evidence for the valuation of the acquired 
software to be used in R&D. Auditors should be sensitive to indications 
that clients may be overly aggressive in assigning value to R&D, thereby 
writing off a substantial part of the purchase price as an "unusual" item 
and enhancing future operating income. Auditors should also consider 
the nature and stage of development of the software acquired, as well 
as its expected use by the acquirer, when evaluating the appropriateness 
of the allocation. The purchase price allocated to software acquired as 
part of a business combination, for which the acquirer has met the 
technological feasibility criteria of FASB Statement No. 86, Accounting 
for the Costs of Computer Software to be Sold, Leased, or Otherwise Marketed 
(FASB, Current Text, vol. 2, sec. Co2), and that no longer is considered 
to be in the R&D stage, should not be immediately expensed.
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Companies should have appropriate documentation to support their 
accounting by reference to appraisals, replacement cost studies, and 
other supporting data. Auditors should evaluate carefully such trans­
actions as they assess the propriety of the accounting treatment of and 
financial statement disclosures related to them.
Costs of Internally Developed and Purchased Software
FASB Statement No. 86 specifies the accounting for the costs of inter­
nally developed and purchased software. It requires that the costs of 
R&D-related activities, which must be expensed in the period incurred, 
be differentiated from the costs of production activities, which are 
capitalized. The difference between these two activities is based on the 
concept of technological feasibility. To qualify for capitalization, costs 
must be incurred subsequent to establishing technological feasibility. 
Software rights purchased or leased for resale must also meet the 
requirements for technological feasibility to be capitalized. Production 
costs for software that is to be used as an integral part of a product or 
process should not be capitalized until both (1) technological feasibility 
has been established for the software and (2) all R&D for the other com­
ponents of the product or process has been completed.
Auditors should critically evaluate management's judgments regard­
ing technological feasibility. To do this, product plans and software 
development methodologies should be reviewed at each balance- 
sheet date.
Auditors should evaluate the carrying value of the capitalized soft­
ware and consider whether revenue forecasts, if amortization is based 
on revenue, are reasonably constructed, adequately documented, and 
realistic in view of a company's established channels of distribution 
and financial resources. Auditors should evaluate whether the product's 
life, which typically ranges from three to five years, is reasonable. The 
amortization of these costs should not be included in R&D costs, but 
should be charged to costs of goods sold or a similar expense category.
Transferring of Developed Technology Between Companies
Another area that is likely to increase audit risk for auditors of high- 
technology enterprises is the transfer of developed technology 
between companies through strategic alliances or acquisitions. Such 
arrangements help decrease development time and supplement avail­
able technology. Many companies have developed "new venture" 
groups to manage the transfer of technology that they have developed 
but does not fit into their current product architecture. Alternatively, 
obtaining technology through licensing arrangements or acquisitions 
is a way of supplementing a company's development efforts.
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If high-technology enterprises participate in arrangements of this 
nature, auditors should consider the terms of licenses, the propriety of 
the client's accounting for equity investments, and the valuation of and 
accounting for intangible assets.
Control Environment
Statement on Auditing Standards (SAS) No. 55, Consideration of the 
Internal Control Structure in a Financial Statement Audit (AICPA, Profes­
sional Standards, vol. 1, AU sec. 319), provides guidance on the inde­
pendent auditor's consideration of an entity's internal control structure 
in an audit of financial statements in accordance with generally 
accepted auditing standards. An entity's internal control structure 
consists of three elements: the control environment, the accounting 
system, and control procedures. In all audits, the auditor should obtain 
a sufficient understanding of each of the three elements to plan the 
audit by performing procedures to understand the design of policies 
and procedures relevant to audit planning and whether they have been 
placed in operation.
The control environment reflects the overall attitude, awareness, and 
actions of the board of directors, management, owners, and others con­
cerning the importance of control and its emphasis in the entity. Audi­
tors of high-technology enterprises should closely consider 
management's competence in their assessment of control risk in light 
of the introduction of innovative types of products and continued rapid 
growth in the industry.
The management team is of utmost importance for a high-technology 
enterprise; technical fluency alone is not enough. It is important to a 
company that managers who initiate ambitious R&D projects remain 
with the company to guide them to fruition. Audit risk increases when 
high-technology enterprises make frequent changes in top personnel 
that, in turn, bring frequent changes in priorities.
The financially driven style of management that has dominated 
American business over the past decade is not always successful for a 
high-technology enterprise. Instead of basing decisions on rate-of- 
return calculations, high-technology enterprises often decide if a 
project would fit into their strategic focus and what steps they have to 
take to stay well ahead of the competition.
Inventory Obsolescence
Given the speed of technological advances and the highly competi­
tive nature of many high-technology enterprises, rapid inventory 
obsolescence is common. Products are often susceptible to frequent
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changes intended to upgrade their performance. Product life cycles are 
typically short and competitive products with superior price and 
performance characteristics can quickly enter the marketplace. In such 
an environment, auditors should consider carefully whether the value 
at which inventories are carried is appropriate. Auditors may find that 
increased use of quantitative analyses can be an efficient and effective 
way to ascertain whether inventory amounts and trends make sense. 
Factors that should be considered include, but are not limited to, 
expected future demand for the product and anticipated technological 
advancements that render existing inventories obsolete. Auditors may 
use sales forecasts prepared by management in making inventory 
obsolescence evaluations and reviewing inventory listings for com­
pleteness and accuracy.
Research and Development
High-technology enterprises generally depend heavily on continuing 
investments in R&D either to develop new products or to maintain 
market advantages. As previously discussed, guidance on accounting 
for R&D costs is provided by FASB Statement No. 2, which generally 
requires that such costs be charged to expense as incurred. Auditors of 
high-technology enterprises should be particularly skeptical about any 
preproduction costs that are deferred. In such circumstances, they 
should consider carefully the adequacy of evidential matter available to 
substantiate the amount and propriety of the deferral, namely, that—
1. The development of the product to which the costs relate was com­
plete as defined in FASB Statement No. 2.
2. The product was ready for manufacture.
Research and Development Arrangements
As a result of their need to fund substantial amounts of research and 
development costs, high-technology enterprises frequently enter into 
a variety of legal arrangements that may include debt and equity 
interests as well as contracts to provide R&D services for others. FASB 
Statement No. 68, Research and Development Arrangements (FASB, Cur­
rent Text, vol. 1, sec. R55), specifies how companies should account for 
their obligations under arrangements for the funding of R&D for 
others. Auditors of high-technology enterprises should obtain an 
understanding of the facts and circumstances surrounding such 
arrangements, including the relationships among the parties involved, 
and consider the propriety of their clients' accounting for such arrange­
ments in light of that understanding.
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Obligation to Repay Other Parties Is a Liability. FASB Statement No. 68 
specifies that the enterprises must determine whether they are 
obligated only to perform contractual R&D for others, or whether they 
are otherwise obligated. To the extent the enterprises are obligated to 
repay the other parties regardless of the outcome of the R&D, they 
should record liabilities and expense R&D costs as incurred. To con­
clude that a liability to repay the other party does not exist, the transfer 
of risk related to the R&D must be substantive and genuine. FASB 
Statement No. 68 and SEC Staff Accounting Bulletin (SAB) No. 63, 
Research and Development Arrangements, provide further guidance on 
assessing whether such risk transfers have occurred and provide 
examples of conditions leading to the presumption that the enterprise 
will repay the other party, whether contractually obligated to or not.
Loans or Advances to Other Parties. R&D arrangements sometimes 
entail the provision of loans or advances to another party. FASB State­
ment No. 68 states that "if repayment to the enterprise of any loan or 
advance by the enterprise to the other parties depends solely on the 
results of the R&D having future economic benefit, the loan or advance 
shall be accounted for as costs incurred by the enterprise. The costs 
shall be charged to R&D expense unless the loan or advance to the 
other parties can be identified as relating to some other activity, for 
example, marketing or advertising, in which case the costs shall be 
accounted for according to their nature." Auditors should consider 
carefully their clients' accounting for such loans.
Issuance of Warrants or Similar Instruments. R&D arrangements some­
times also involve the issuance of warrants or similar instruments. 
FASB Statement No. 68 requires that the portion of the proceeds repre­
senting fair value of such instruments at the date of the arrangement be 
reported as paid-in capital rather than as revenue. Auditors should be 
alert to the issuance of warrants and similar instruments in connection 
with such arrangements and evaluate carefully their clients' accounting, 
particularly the determination of the amount of the proceeds deemed 
to represent fair value and allocable to paid-in capital.
Stock Options
Because many high-technology enterprises are in the development 
stage and need to conserve their financial resources, they often use 
stock options and warrants to compensate key employees. Accounting 
for the issuance of such options and warrants is often a troublesome 
area, particularly for publicly held enterprises. Accounting for such 
options and warrants is addressed in Accounting Principles Board
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(APB) Opinion No. 25, Accounting for Stock Issued to Employees (FASB, 
Current Text, vol. 1, sec. C47). Auditors of high-technology enterprises 
that issue options and warrants to their employees should consider 
carefully whether the accounting principles prescribed by APB Opin­
ion No. 25 have been properly applied, in particular whether compen­
sation expense has been recognized for any issuances of stock or 
warrants for less than fair value. SEC SAB 40, Earnings Per Share Compu­
tations in an Initial Public Offering (Cheap Stock), provides additional 
guidance for publicly held companies.
Accounting Issues and Developments
Impairment of Assets
In November 1993, the FASB issued an exposure draft of a proposed 
Statement titled Accounting for the Impairment of Long-Lived Assets. The 
proposed Statement addresses accounting for the impairment of long- 
lived assets, as well as identifiable intangibles, and goodwill related to 
those assets. The proposed Statement would establish guidance for 
recognizing and measuring impairment losses and would require that 
the carrying amount of impaired assets be reduced to fair value.
If finalized under the same approach as proposed, the Statement 
would require long-lived assets and identifiable intangibles held and 
used by an entity to be reviewed for impairment whenever events or 
changes in circumstances indicate that the carrying amount of the 
assets may not be recoverable. In performing the review for recover­
ability, entities would estimate the future cash flows expected to result 
from the use of the asset and its eventual disposition. If the sum of the 
expected future net cash flows (undiscounted and without interest 
charges) is less than the carrying amount of the asset, an impairment 
loss would be recognized.
Measurement of an impairment loss for long-lived assets and iden­
tifiable intangibles that an entity expects to hold and use would be 
based on the fair value of the asset. Long-lived assets and identified 
intangibles to be disposed of would be reported at the lower of cost or 
fair value less cost to sell, except for assets that are covered by APB 
Opinion No. 30, Reporting the Results of Operations—Reporting the Effects 
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infre­
quently Occurring Events and Transactions (FASB, Current Text, vol. 1, 
secs. I13 , I17, I2 1 , I22).
A final Statement is expected by year-end. The exposure draft was 
proposed to be effective for financial statements issued for fiscal years 
beginning after December 15, 1994; the FASB has not decided the effec­
tive date for any final statement. Until the FASB resolves the issue of
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impairment of long-lived assets, auditors should assess management's 
approach to asset impairment.
Restructurings
In attempts to ensure their future viability, many high-technology 
enterprises have undertaken restructurings over the past few years. 
Among the actions associated with restructurings have been termina­
tion of personnel, reduction in overhead by selling or leasing excess 
space, and elimination of specific product lines or divisions. The 
auditors' attention should be focused on the impact of reductions in 
personnel on operations and the internal control structure, the reserves 
relating to current restructuring plans, and the appropriate period for 
reporting the costs associated with restructurings.
In evaluating the propriety of restructuring charges recorded by their 
clients, auditors should consider the consensus reached by the FASB 
Emerging Issues Task Force (EITF) Issue No. 94-3, Liability Recognition 
for Costs to Exit an Activity (Including Certain Costs Incurred in a 
Restructuring), which provides guidance on whether certain costs (such 
as employee severance and termination costs) should be accrued and 
classified as part of restructuring charges, or whether such costs would 
be more appropriately considered a recurring operating expense of the 
company. EITF Issue No. 94-3 provides guidance on the appropriate 
timing of recognition of restructuring charges and prescribes dis­
closures that should be included in the financial statements.
In addition, for publicly held high-technology enterprises, SEC SAB 
No. 67, Income Statement Presentation of Restructuring Charges, describes 
"restructuring charges" as charges that "typically result from the con­
solidation and/or relocation of operations, the abandonment of opera­
tions or productive assets, or the impairment of the carrying value of 
productive or other long-lived assets." Restructuring charges may 
include such costs as employee benefits and severance costs, employee 
relocation costs, costs associated with the impairment or disposal of 
long-lived assets, facility closure costs, and other nonrecurring costs 
associated with the restructuring. As a result of recent increases in the 
number of companies recording restructuring charges, the SEC has 
heightened its scrutiny of such charges.
*  *  *  *
This Audit Risk Alert replaces High-Technology Industry Develop­
ments—1993.
*  *  *  *
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Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1994 and Compilation 
and Review Alert—1994, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product num­
ber 022141 (audit) or 060668 (compilation and review).
Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document can be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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